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Cy: of the proposals being made to counter the rise in 
food prices is the payment of subsidies. It is thought 
that such payments can be used not only to halt the rise in 
prices, but actually to reverse it. In effect, this proposal 
means that part of the cost should be borne by the tax- 
payer instead of the consumer. This new demand for sub- 
sidies is supported by reference to the successful use of 
subsidies as a means of holding down prices during the 
war. Great Britain, Canada and the United States, as well 
as other belligerent countries found that subsidies could be 
used as an integral part of price control and other war- 
time controls to prevent substantial wartime price rises.1 
In none of the countries were subsidies used without the 
other types of control. Their reintroduction at this time 
would necessarily presuppose a comprehensive control 
system. 


Types of Subsidies 

Although wartime subsidies designed to hold down 
prices, particularly foods, have been given major em- 
phasis in recent years, other types of subsidies have long 
been utilized. During the Thirties subsidies were intro- 
duced on a large scale to farmers to induce them to reduce 
production and to induce sales of farm products to foreign 
countries. Other subsidies have been paid for housing, 
shipping, education, transportation, etc. To complete the 
picture, reference must be made to the payment of sub- 
sidies by state and local governments. 

State subsidies financed by the federal government have 
been summarized as follows:2 

“In addition to Federal subsidies, which are pay- 
ments to individuals or groups of individuals for the 


' Wartime experience in these countries has been analyzed by the writer 
in Rationing and Price Control in Great Britain, The Brookings Institution, 
1943; The Price Control and Subsidy Program in Canada, The Brookings 
Institution, 1943; and Experience with Wartime Subsidies, Citizens National 
Committee, 1945. 








general purpose of controlling prices or encouraging 
production, another type of aid similar to subsidies 
is widely used by the Federal Government. This is 
known by the general term of grants-in-aid. These 
are of two types: One type consisting of direct pay- 
ments to State under cooperative arrangements and 
the other type being Federal expenditures within 
States for relief and other aid... 

“In the fiscal year 1945 there were 34 such grants 
to each of practically all the 48 States. These included 
Federal aid to highway and road construction, hous- 
ing, education, employment and unemployment, wel- 
fare and social aid, conservation of natural resources, 
and many minor programs. More specifically they 
included payments for agricultural experiment sta- 
tions, cooperative agricultural extension work, aids 
to farmers, highway construction, aids to forestry, 
wildlife restoration, payments under the social security 
program, emergency infant and maternal care, the 
National Guard, State marine schools, homes for 
disabled veterans, payments under the cooperative 
vocational education program, the Public Health Ser- 
vice, aids in the training of nurses, the American 
Printing House for the Blind, certain payments in lieu 
of taxes on federally owned land privately leased, 
public road construction, public housing, and others.” 
The same document reports the expenditures for the 


two general types of subsidies as follows:* 


‘Federal expenditures for 33 items which are 
subsidy payments to business and farmers totaled 
$13,610,911,114 for the years 1934 to 1946, inclu- 
sive, averaging $1,046,993,162 a year. 

“In addition, Federal expenditures in the nature of 





2 ‘Reduction of Nonessential Federal Expenditures,"’ Senate Document 


No. 13, 80th Cong., ist Sess., 1947, p. 7 


* Ibid; p. 1. 
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direct payments to States under 45 cooperative arrange- 

ments and payments made by the Federal Government 

within States under 40 programs for relief and other 
aid for the years 1934 to 1946 inclusive, totaled 
$35,097,616,156, averaging $2,699,000,000 a year. 

However, the total of $35,000,000,000 includes 

approximately $5,600,000,000 which is also counted 

among the subsidy payments made by the Department 
of Agriculture.” 

Grants-in-aid are currently at an annual level of about 
three-quarters of a billion dollars. Some indication of the 
other types of subsidy payments made in the fiscal year 
1947 by the federal government is given in the accompany- 
ing table.‘ 


Estimated Subsidies, Fiscal Year 1947 


Department or Agency 
Department of Agriculture: 
Conservation and use of agricultural land 
NN oo Be oe oll $351,494,401 
PREY DRWNOIES i ciscccccnsasserecsersaiises Bs, 12,829 
UNE PAE OCIS aes sisesssccisdecessssoreniens 52,000,000 
Exportation and domestic consumption of 
agricultural commodities! ...............000 53,460,000 
Commodity Credit Corporation ................ 116,305,000 
U. S. Maritime Commission: 


PGRN EG asics ic cnnscsecknssnscssasedoces’ 5,500,000 
Construction cost absorption? «0.0.0.0... 63,500,000 
Reconstruction Finance Corporation: 
Direct subsidies: 
Premium payments under Sec. 11 of 
Veterans’ Housing Act (Public Law 
I FD | sie cccieserititniennncs 60,000,000 
1 SESE RE RI ne Re LE eC EA 50,000,000 
Petroleum and petroleum products ........ 25,700,000 
Copper, Seid, 00d SIAC ...0..50200.c.cesssesesoss 60,000,000 
a 15,300,000 
Anticipated losses (purchase and sale pro- 
EE | aaitsbieteticticb eminent 44,936,000 
eM ee $898,208,230 





1On basis of mg age excluding purchases for distribution to State 
welfare agencies; also excludes school-lunch program expenditures of 
$72,700,000 in the fiscal year 1947. 

2 Subject to recapture in whole or in part after a 10-year period. 

® The actual amount of the subsidy cannot be definitely determined until 
sale of the vessels has been negotiated. 


From this table, it is evident that in the fiscal year 1947 
subsidies were paid to agriculture for conservation, to hold 
down prices, and to stimulate exports and domestic con- 
sumption, for shipbuilding, for shipping, for housing 
and other activities. In addition to the items shown on the 
table, subsidies were paid in connection with school lunch 
programs and public housing. Subsidies also are involved 
to the extent that losses are incurred on federal crop 
insurance, special concessions are given on postal rates, 
losses are incurred in connection with loans or loan guar- 





antees and similar types of expenditures. It is virtually 
impossible, however, to determine the total cost of subsidies 
because they take on many forms which are not easily 
measured or for which specific data cannot be obtained. 


Purpose of Subsidies 

Subsidies have been instituted to meet a wide diversity 
of situations. In some cases they are designed to stimulate 
an industry which might be essential to the national de- 
fense. Shipbuilding provides an illustration of this type 
of subsidy. In other instances, subsidies have reflected 
efforts to prevent price declines. The purchase of potatoes 
and the subsequent destruction which received so much 
publicity earlier this year, furnishes an interesting illustra- 
tion of this type of subsidy. In other cases, subsidies have 
been paid to induce larger production of agricultural prod- 
ucts—sugar. Other subsidies, for example, copper, lead 
and zinc, have been designed to prevent price increases or 
to make possible the acquisition of high cost supplies with- 
out the need for raising prices for the entire output. Dur- 
ing the war, subsidies were paid to reduce retail prices 
with the hope (which proved to be an illusion), that 
such payments would hold back demands for further wage 
increases. The meat and butter rollback subsidies instituted 
in June 1943 are illustrations. 

During the Thirties many millions of dollars were paid 
to farmers to reduce their output of cotton, grains and 
tobacco, and thus have the twofold effect of increasing 
their incomes and raising prices. At various times we have 
used subsidies to finance the sale of surplus products 
abroad. Such subsidies have been paid on cotton and wheat, 
among other products, in an effort to protect the domestic 
prices against weak foreign markets, or to enable the seller 
to obtain a relatively higher income for all of his produc- 
tion. The above list of purposes is not complete. But it 
does indicate the diversified justifications which have been 
advanced for subsidies. 

It seems clear from the above brief survey that subsidies, 
as is true of much special interest legislation, are used for 
a wide variety of purposes apparently defensible from the 
point of view of the recipient. In evaluating the place of 
subsidies in our economy, however, it is important to go 
beyond the immediate benefits and to examine their impact 
upon the entire economy. The good effects must be bal- 
anced against the bad before a final judgment can be 
reached. Limitations of space make it possible to explore 
only a few of the effects of subsidies. The following dis- 
cussion, therefore, is intended to be suggestive rather than 
exhaustive. 


Impact of Subsidies 


Subsidy payments have many effects upon the economy. 
In the following analysis, subsidies are related to govern- 
ment expenditures, purchasing power, prices, consumption, 
and production. As a general rule, subsidies add to the 
total volume of government expenditures, or reduce tax 
collections. The net effect, therefore, is either to increase 
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the size of a budgetary deficit, or to decrease the size of a 
budgetary surplus. The impact upon the economy depends 
upon how these payments are financed. If they are met 
through tax collections, the subsidies, in effect, shift the 
burden of cost to the taxpayer from the producer or the 
people who utilize the service or consume the commodity. 
The result is a higher level of taxes than would be re- 
quired in the absence of these subsidies. Under circum- 
stances more normal than those prevailing in 1947, when 
the economy is operating at boom levels, higher taxes, in 
turn, would tend to have an adverse affect upon incentives 
and thus may cost the economy more in jobs that are not 
created than in gains which might be obtained by the 
recipients. In any event, the taxpayer or other consumers 
will have less to spend while the subsidy recipient will 
have more to spend. The net effect is little change in the 
total volume of purchasing power. 

Alternatively, the costs of subsidies may have to be met 
out of the proceeds from the sale of government bonds if 
the result is an unbalanced budget. If such bonds are sold 
to the banks, there will be an inflation of credit with the 
resulting tendency for pressure for higher prices. To the 
extent that such higher prices materialize, everybody will 
have contributed to the subsidies received by one group. 
If the bonds are sold to individuals, there will be a transfer 
of purchasing power from the purchaser to the subsidy 
recipient. The impact upon total purchasing power used 
for current consumption will depend upon whether the 
bond was acquired out of past savings, current savings, or 
funds that would have been spent for current consumption. 
To the extent that incomes are shifted from those who 
would save currently to those who would spend them, 
there might be some increase in the total effective demand 
for consumers’ goods, But at the same time, there would 
be a reduction in savings and hence in the funds available 
to finance the acquisition of capital goods. As the fore- 
going excessively abbreviated observations indicate, it is 
no easy task to trace the effect of subsidies upon the total 
level of consumer purchasing power. However, enough 
has been said to indicate that they probably do not result 
in an equivalent net addition to purchasing power. 

As was noted above, subsidies were used widely 
during the war to hold down prices and it has been sug- 
gested that they be used again for that purpose. It is 
particularly important, therefore, to understand how sub- 
sidies designed to hold down prices affect the functioning 
of the price system. In the absence of controls over supply 
and demand, a low price usually means a larger effective 
demand and a smaller available supply, for most products ; 
a high price tends to have the opposite effects. In fact, 
one of the functions of higher prices is to cut off less 
urgent demand and thus in effect to ration available sup- 
plies among the highest bidders. The other function of 
higher prices is to stimulate a larger output. 

Subsidies to hold down prices are designed to maintain 
the income of producers and thus to avoid the adverse 
effect upon supply of lower prices while making it possible 


for consumers to buy the product at the lower prices. 
However, to the extent that subsidies hold down prices, 
they encourage a larger volume of consumption than would 
otherwise take place. During the war period, subsidy pay- 
ments were equivalent to about 10% of the prevailing 
level of food prices. As a result, prices were fixed below 
the level which would have prevailed in the absence of 
such subsidies and other controls. To the extent that sub- 
sidies were used to reduce prices, the number of units 
which people could afford to buy was increased, and hence 
the need for rationing became more imperative. 

Where subsidies have the effect of holding up the 
price, the reverse of this situation takes place. Thus, to the 
extent that the government purchases of potatoes in 1947 
resulted in a higher price than would otherwise have pre- 
vailed, the amount purchased could not be re-sold in the 
market, and hence had to be destroyed or diverted to non- 
food causes. While the impact upon living.costs of the 
decline that might have taken place in total food costs 
in the absence of this potato program would have been 
infinitesimal, it does illustrate how a higher price may 
act to reduce consumption. Subsidies of this type represent 
an interference with the effective functioning of the price 
system and hence in turn must result in distortions of the 
flow of resources. The following observations by the 
National City Bank are of interest in this connection. 

“Under the law the Government supported prices 

of potatoes—the best possible replacement for cereal 
foods—last year and this. Most of the potatoes it 
acquired last year were diverted to non-food uses, 
wasted or destroyed. A few were exported. To lower 
the cost of the support program, the Department of 
Agriculture this year reduced potato acreage goals and 
stipulated that support would be given only to pro- 
ducers who complied with the lower goals. As a result 
harvested acreage this year will be about 15 per cent 
smaller and the potato crop in prospect is below nor- 
mal consumption requirements. The potato policy 
therefore has turned out to be a mistake of the first 
magnitude.” 

Such a development must be viewed as an offset to any 
benefits which appear to emerge from a subsidy program. 

The payment of subsidies may be used to stimulate the 
production of particular items. Such subsidies are de- 
signed to focus attention upon the subsidized product 
and to encourage greater output without raising the price 
to the consumer. In many countries in the world large 
subsidies were paid to induce the production of products 
such as wheat and sugar in the period between the two 
world wars. Even though such countries could then have 
obtained ample supplies for their needs at much lower 
prices in the world markets, the subsidy was considered 
desirable and necessary in order to protect the country 
against shortages in the event of war. Of course, to the 
extent that manpower, capital and materials were thus 
diverted to goods, the production of which would other- 
wise be considered to be economically undesirable, the 
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total output of all goods and services of such a country 
would necessarily be reduced. This is the inevitable by- 
product of forcing resources into uneconomic channels and 
thus losing the tull benefits of specialization. Where this 
development is dictated by the needs of national security, 
there is ample justification for such a program despite this 
cost. Where national security is not a guiding consideration, 
such actions are difficult to defend since they tend to re- 
duce the level of living of the entire nation. 

Subsidies necessarily mean an extension of government 
controls. Subsidies to hold down prices must be accom- 
panied by effective price control and rationing or alloca- 
tion; otherwise they will represent money poured down 
the drain. Subsidies to bolster the income of producers 
must be accompanied by inspection of their books, or by 
collateral controls to limit the need for additional subsidies. 
During the Thirties, for example, the farmers quickly dis- 
covered that subsidies in various forms were forthcoming 
only if they limited their production or marketings within 
governmentally determined quotas. The road to the more 
abundant life became smaller production. Such controls 
are unavoidable if a steadily expanding volume of subsidy 
payments is to be prevented. To put it differently, the 
economic environment in which subsidies are paid is an 
extremely important factor in determining the limits that 
will be placed upon subsidies, and hence the government 
properly insists upon the adoption of certain controls as 
safeguards. Those who receive assistance from the public 
purse cannot expect to be permitted to operate freely. You 
can’t have your cake (subsidies) and eat it too (freedom 
from control). 

Subsidies are similar to an opiate or a crutch—once 
adopted there is often great reluctance to abandon them. 
The difficulty of abandoning the farm subsidies instituted 
in the depression Thirties is indicated by the tabulation of 
subsidies for the fiscal year 1947. Despite a net farm 
income which has reached an all time peak, in 1947, sub- 
stantial payments are still made to farmers. Some idea of 
the heights to which farm income has climbed is indicated 
by the fact that for 1947 such income is estimated at $17.6 
billion after all production expenses were met. This 1s 
double the amount earned in 1919, when farm income 
reached its inflationary peak after World War I. If sub- 
sidies cannot be abandoned under such conditions, when 
could they be dropped? 

The copper, lead and zinc subsidies shown in the table 
provide another interesting illustration of the difficulty of 
abandoning subsidies. As an integral part of our wartime 
price control for non-ferrous metals, such subsidies were 
paid to obtain additional output from high cost mines 
while maintaining lower ceiling prices for the bulk of the 
producton. After the termination of hostilities, producers 
insisted upon a continuation of these subsidies, which had 
been introduced solely as wartime measures, and Congress 





5 The President’s 1948 Budget reports for 1947 a loss to the federal gov- 
ernment of $76 million in the program for the price support of potatoes. 
im, 1211). 


acceded to that request. However, to complete the picture 
it must be noted that we did abandon practically all of 
the wartime subsidies which were being paid at the rate 
of about $2.5 billion at the peak. This developed largely 
because price control was terminated and the wartime sub- 
sidies were closely related to the price control program. 
The abandonment of peacetime subsidies usually is a 
more difficult problem because the beneficiaries become 
adjusted to them and some often build up a case that 
their withdrawal would cause severe hardship. 

In this respect, recipients of subsidies are no different 
than any other groups who receive special benefits or 
protection from the government. An interesting parallel 
is found in connection with the tariff. After industries 
are built up behind a tariff wall they are able to marshall 
substantial support for a continuation of the tariffs from 
their workers (who fear losing their jobs), the com- 
munities in which they are located (who fear losing the 
business created by the industry) and from suppliers of 
the industry. In the meantime the consumer continues to 
pay the higher price resulting from the tariff and thereby 
reduces his level of living, other workers do not obtain 
the jobs which would be available if consumers had this 
extra income to spend on other products, and the national 
economy fails to obtain the benefit: of specialization. 

This brief survey of the impacts upon production and 
consumption indicates that subsidies often prevent adjust- 
ments and liquidation which might prove desirable from 
the long term point of view. For example, to the extent 
that subsidies in this country impeded the shift of cotton 
production from the southeast to the southwest, the net 
effect was higher costs for cotton, and a deterioration in 
our relative position in international markets. Cotton ex- 
ports declined sharply during the Thirties and as a result 
production controls and marketing controls had to be 
imposed and tightened. A smaller crop of cotton meant 
tens of thousands of jobs were eliminated as it required 
fewer people to handle, process, warehouse, finance, etc., 
the smaller crops. While subsidies werc not the sole cause 
of this decline in demand, the effort to hold up prices was 
bolstered by the subsidy program and hence it was a 
contributing factor. The trouble is that such subsidy pay- 
ments do not go to the cause of the difficulties they attempt 
to correct. By increasing the income of producers, they 
are encouraged to delay liquidation and hence delay the 
correction in the oversupply situation which may be causing 
the difficulty. Similarly, by holding up prices, they dis- 
courage consumption at a time when available supplies 
are large. Basic maladjustments can only be corrected by 
going to the causes—supply or demand—not by dealing 
with prices which are largely an effect. 

If new subsidies were adopted at this time in order to 
force down food prices, it could only aggravate what is 
already a bad situation. An examination of changes in 
production of food products and changes in disposable 
income indicates clearly that the major difficulty arises 
because of the large increases in consumer incomes and the 
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vital needs from abroad. As the staff of the Joint Com- 
mittee on the Economic Report noted in a special survey of 
this problem, ‘The key to both the expanded consumption 
and higher (food) prices is found in greatly expanded in- 
omes”’. If an attempt is made to hold down food prices 
through subsidies, the effective demand will become 
vreater, thus accentuating the current unbalance between 
supply and demand. 


Summary and Conclusion 


The foregoing survey has indicated that subsidy pay- 
ments are adopted for a wide variety of purposes and 
have many direct and indirect impacts upon the economy. 
It is mot enough to look at the benefit obtained by the 
recipient. It is even more important to examine the effects 
of these payments upon the entire national income. Many 
of the adverse effects are difficult to trace in quantitative 
terms. In many instances, the adverse indirect effects of 
subsidy payments may more than offset the direct benefits. 

This does not mean that all subsidy payments are to be 
condemned. In some circumstances they may be socially 
justifiable. I believe that most of our wartime subsidies 
were in this category since they provided a necessary 
implementation to the price control program. The same 
is true for subsidies designed to stimulate production of 


goods vitally essential to the national security—but we 
must be careful not to stretch this concept to the breaking 
point, or to misinterpret what is essential to the national 
security. But even under such circumstances the effects of 
subsidies upon production, consumption, prices, govern- 
ment budgets, etc., previously described will still remain 
to be considered. On the other hand, it is difficult to justify 
subsidies to producers (e.g., agriculture) who are already 
obtaining a record income from the sale of their products. 

Subsidy payments have their most obvious impact upon 
the level of government expenditures. As the last session 
of Congress clearly demonstrated, there is a strong vested 
interest in the continuation of spending by all its bene- 
ficiaries. Everyone is in favor of reducing expenditures- 
for the other fellow. But the only way to cut spending is 
to cut it. Every dollar of unnecessary expenditure means 
a dollar of taxes. All subsidy payments should be examined 
to determine why they must be continued. The burden of 
proof must be on those who insist upon their payment. 
With taxes at their present high level, the taxpayer has 
the right to insist that expenditures which cannot be jus- 
tified overwhelmingly be reduced or abandoned. Subsidies 
account for only a small part of the present enormous 
government expenditures. But the cuts must be made 
wherever possible. 
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